
Ironic twists that im pact es tate plan ning were con tem plated 

as an ini tial or ga niz ing prin ci ple for this col lec tion of re cent

de vel op ments. 

How ever, the rich veins of irony that run through the sub -
ject mat ter of tax a tion are so boun ti ful that merely scratch ing at 
the sur face soon yields gush ers of irony. Cases red o lent in
irony. Is sues sat u rated in irony. A leg is la ture that is never
shamed by the tsu nami of irony it produces. 

Oh, the irony! 

We have there fore lim ited these se lec tions to just a few ar -
eas. The same Con gress which for got to stop the es tate tax
from be ing re pealed en tirely (oops) and which has failed to re -
im pose it at 2009 rates ret ro ac tively for four months and
count ing  (whoops) has iron i cally set in mo tion a strin gent lim -
i ta tion on a pop u lar wealth trans fer tech nique, the Grantor Re -
tained Annuity Trust (GRAT). 
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ONot to be out done, the IRS, which has tried to unbundle
in vest ment fees but has n’t come up with a vi a ble means of do -
ing so, has now, iron i cally enough, post poned its own edict for 
the third suc ces sive year.  

And Eyjafjallajökull is n’t just a catchy name for a vol cano.
It is a met a phor, an anal ogy, and a de vice to re port on the lat est
es tate tax un-re peal de vel op ments. There is sure to be an ironic 
el e ment in that mix upon closer inspection.

The GRAT Killer 

Time may be run ning out on one of the best wealth trans fer
strat e gies of the past gen er a tion. It’s a tad ironic that dur ing a
pe riod of time when the Fed eral es tate tax re mains re -
pealed—and Con gress re mains im mo bi lized and ir re spon si ble 
in ad dress ing this on the re cord—that Con gress has found the
time to slip a pro vi sion cur tail ing wealth transfers into a jobs
bill. 

Yep, they did ex actly that. In March, the House of Rep re -
sen ta tives ap proved H.R. 4849, the Small Busi ness and In fra -
struc ture Jobs Tax Act of 2010. Ob vi ously, no one is
mis tak ing a grantor re tained an nu ity trust for any thing re lated
to jobs or in fra struc ture, yet hitch ing a ride on the bill is a
GRAT killer pro vi sion that im poses a min i mum term of 10
years on GRATs. 

Even more re mark ably (and dou bling the ironic con tent of
this ma neu ver), the mo ti va tion be hind the GRAT change is to
bal ance out other job-re lated mea sures with a $4.5 bil lion rev -
e nue-rais ing mea sure that ad dresses per sons tak ing ad van tage
of gift tax savings. 

But GRATs are in use cur rently  be cause a) ev ery one ac -
cepts the fact that Con gress will get around to re in stat ing the
es tate tax so  life time trans fers make sense if they avoid gift tax 
by us ing GRATs,  and b) the cur rent at trac tive GRAT op tions
ex ist. Once those meth ods are closed off to gen u ine sav ings,
that river of as sets will no lon ger flow into the same gift tax
rev e nue ser vi tude via GRATs. Rather, those as sets will flow
into other more ef fec tive wealth trans fer de vices or be held un -
til death. And then the re in state ment of an es tate tax that fol -
lows (and which will un doubt edly be linked with a re turn to
the stepped-up ba sis) will en cour age more grant ors to hold ap -
pre ci ated prop er ties un til death and not en ter such as sets into
job-producing endeavors in the present economy.

In all like li hood, the imag ined rev e nue-rais ing com po -
nents of the bill are a fic tion. But the net im pact on GRATs is a
re al ity. This will bring an end to a great de vice, and many plan -
ners are ad vis ing cli ents to grab the last GRATs. For some per -
spec tive, here is a syn op sis of back ground on GRATs that we

pro vided in the 2006 Es tate An a lyst ar ti cle, “Good GRATs and 
Great GRATs.” 

A Recent History of GRATs 

In the 1980s, a new gen er a tion of law yers had re fined the
trust con cept to the point where es tate val ues could be ef fec -
tively frozen by split ting ben e fi cial trust in ter ests be tween a
grantor and a ben e fi ciary. Then Con gress laid down the law!
Spe cif i cally, it re stricted dis hon or able val u a tions of split-in ter -
est trusts by add ing Chap ter 14 to the Tax Code in the Om ni bus
Budget Reconciliation Act of 1990. 

A Safe Har bor: De spite crack ing down on es tate-freez ing
tech niques, Chap ter 14 pro vided a beau ti ful safe har bor. The
grantor re tained an nu ity trust, better known as GRAT, is ex -
plic itly au tho rized un der Section 2702. 

Once as sets are placed in a GRAT, the re spec tive in ter ests
of the grantor and the fu ture ben e fi ciary can be care fully mea -
sured us ing Trea sury ta bles and then taxed ac cord ingly. The
more valu able the grantor’s re tained in ter est, the lower the
value of the trans ferred interest. 

The grantor of a GRAT re ceives an nu ity pay ments for a

fixed term. Thus, if the as sets placed in a GRAT grow faster

than the rate as sumed un der Sec tion 7520 (the Trea sury’s val u -

a tion ta bles), the ex tra growth ends up be long ing to the

remainderman.

Trea sury reg u la tions ar rived in 1992. This ap par ently gave

prac ti tio ners the com fort level to ex plore the lim its of this safe

har bor. By late 1993, the law yers had gained the up per hand yet 

again. 

By cre at ing a GRAT with a short term of two or three years

and a max i mum rate of re turn, the val u a tion of the re main der

can be re duced al most to zero.

The GRAT was thought to be the golden chal ice of es tate

tax plan ning, i.e., a way to re duce trans fer tax a tion to zero. Au -

thors called the new ap proach “SuperFreeze” at the time, but

the term SuperGRAT is the name that has stuck.

Ze ro ing In, Ze ro ing Out: Some times great art is not im me -

di ately rec og niz able. In 1913, the Pa ri sian au di ence booed

with con tempt for Stra vin sky’s “Rite of Spring.” The ar tis tic

com mu nity shunned Vin cent van Gogh dur ing his life time. 

Sim i larly, SuperGRATs were not fully uti lized for many

years. The root of the prob lem was Reg. §25.2702-3(e), ex am -

ple 5, un der which a grantor could re tain no more than a “qual i -

fied in ter est” in a GRAT. This al lowed for the po ten tial that the 

grantor could die be fore the term of the an nu ity. 



In a unan i mous (13-0) en banc de ci sion, the Tax Court re -
jected this in ter pre tive dance step. Thus, on De cem ber 22,
2000, Walton v. Com mis sioner paved the way for lots of
SuperGRATs. 

But over the fol low ing six months, the es tate tax re peal be -
came se ri ous. On June 7, 2001, Pres i dent Bush signed the Eco -
nomic Growth and Tax Re lief Rec on cil i a tion Act. And the
years that fol lowed were at the peak of the FLP frenzy that
gripped the es tate-plan ning community. 

All the while, the ze roed-out SuperGRAT from the early
1990s has re mained em i nently ef fec tive, sub limely sim ple, and 
com fort ably an chored in its safe harbor. 

Un til now. 

Cur rently, the min i mum term for a GRAT is two years. A
min i mum term of 10 years, as ap pears to be im mi nent, dras ti -
cally in creases the mor tal ity risk. If the grantor dies within the
10-year term, the trust as sets end up be ing in cluded in the
grantor’s es tate for tax pur poses. The pro posed law would also
block “ze roed out” GRATs that are struc tured with a zero re -
main der in ter est (so that as sets can be trans ferred with out gift
tax consequences). 

It is an tic i pated that the new GRAT re stric tions will save
$4.5 bil lion over the next de cade. Or putt ing it an other way,
tax pay ers will not be able to avoid $4.5 bil lion in taxes us ing
GRATs…they will have to find al ter na tive plan ning tech -
niques. The Sen ate is ex pected to ap prove these mea sures (and
may have by the time this is circulated).

The April 4, 2010, InvestmentNews re port on this ran un der 
the head line “Wealthy may have to kiss their GRATs good -
bye.” Some ad vi sors are urg ing cli ents to set up GRATs be fore
it is too late. 

A Bundle of Joy

The IRS re cently pro vided No tice 2010-32, pub lished in
the In ter nal Rev e nue Bul le tin of April 1, 2010, which has
given fi du cia ries of es tates and trusts an other re prieve from
hav ing to “unbundle” in vest ment fees for the pur pose of de ter -
min ing which por tions of fees are fully de duct ible and which
are sub ject to the 2% floor. The re prieve ap plies to tax years
com menc ing prior to January 1, 2010. 

At first blush, this might ap pear to be a rare mo ment of lat i -
tude and bene fac tion, a ges ture of good will and char ity from
the In ter nal Rev e nue Ser vice, which has em pa thy to ward the
be lea guered fi du cia ries of the na tion and their accountants. 

On closer in spec tion, how ever, this is not an in vi ta tion to
have a drink on the house and go danc ing with happy old
Marley, but it’s a crusty old to ken from Scrooge. First, note the 
tim ing. It was de liv ered, es sen tially, for the 2009 tax year
about two weeks be fore re turns for 2009 were due. 

In the real world, most of those re turns are filed on ex ten -
sion; for trusts, that now means a Sep tem ber 15, 2010, dead -
line. (Note: The change in this dead line took place last year
and may have caught many fi du cia ries and ac coun tants by sur -
prise.) 

So an ac coun tant or fi du ciary who was ahead of the game
had al ready unbundled the trust’s in vest ment fees and filed ac -
cord ingly and will have to weigh the value of fil ing an
amended return.

 A tax payer who filed an ex ten sion and had five months left 
to fig ure out the unbundling of the var i ous fees for the var i ous
port fo lios now can turn to the 2010 tax year, al ready un der -
way, and con tem plate the var i ous fees that ar rive in mul ti ple
ac counts and port fo lios—with out any co her ent ex pla na tion of
which ser vices are in cluded, how they are priced, or whether
they meet the Su preme Court’s cri te ria for be ing exempted
from the 2% floor rule. 

Stay Bun dled: The lat est re prieve from the IRS is a
self-serv ing ad mis sion that they don’t yet have a work able ar -
tic u la tion of the Su preme Court’s ap proach to ap ply to Code
Section 67. 

This is the third such re prieve since the Su preme Court
handed down Knight. The ini tial re prieve ar rived in No tice
2008-32 and ap plied to tax years com menc ing prior to Jan u ary
1, 2008. This came in the wake of hear ings at which pro fes -
sion als from bank ing, law, and ac count ing as so ci a tions tes ti -
fied about the ex pense of unbundling in vest ment ser vices to
de ter mine which com po nents would be de duct ible. No tice
2009-116 then ex tended the re prieve though Jan u ary 1, 2009.
The most re cent No tice 2010-32 is the third re prieve from
unbundling, in di cat ing the dif fi culty in providing a workable
approach. 

This has been an area of con ten tion since the ar rival of the
2% floor in 1987 but has re ceived great at ten tion over the past
two years as a re sult of the Su preme Court’s de ci sion in Knight 
v. Com mis sioner. 

Un der IRS Sec tion 67(a), a tax payer’s mis cel la neous item -
ized de duc tions must ex ceed 2% of the tax payer’s ad justed
gross in come. Un der IRC Sec tion 67(e), the same rule ap plies
to trusts and es tates, ex cept that ex penses which would not
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have been in curred but for be ing in an es tate or trust are not
sub ject to the 2% floor. 

Pro posed Unbundling: In 2007, the Trea sury pro posed a
spe cific test, i.e., whether the ex penses are “unique” to trusts or 
es tates. The Sec ond Cir cuit Court of Ap peals, in an opin ion
writ ten by then Judge Sotomayor, ap plied this test. 

In Knight v. Com mis sioner, 128 S. Ct. 782, 552 US 181

(2008), the Su preme Court backed away from the unique ness
stan dard, side stepped the “unbundling” con cept, and con -
cluded that fees and ex penses not “com monly in curred” by in -
di vid u als are de duct ible with out be ing sub ject to the 2% floor. 

But trusts and es tates are not in vested in the same way as in -
di vid ual ac counts or re tire ment ac counts. And ser vices aren’t
bro ken down by pro vid ers into con ve nient cat e go ries of “fully
de duct ible” and “de duct ible above 2% of AGI.” 

Nor can fi du cia ries de ter mine “com monly in curred” ex -
penses with out unbundling fees, so they are no better off with
that stan dard than with the pre vi ous “unique ness” stan dard.
And, ap par ently, the IRS has n’t fig ured out how to ef fec tively
mon i tor the al lo ca tion of bun dled ser vices ei ther. In fact, no
one has. It in volves con duct ing an au topsy on fees and ser vices
that are old and cold and which re quire au di tors, bank ers, in -
vest ment ad vi sors, and ac coun tants to per form more work and
ser vices than the orig i nal ser vices re quired. The whole
unbundling con cept was ill-con ceived. 

The IRS may need years of psy cho ther apy to open up and
ad mit this. In the mean time, we can ex pect an an nual IRS No -
tice with a re prieve from unbundling. 

Estate Tax Eyjafjallajökull

The vol ca nic erup tions of Eyjafjallajökull (mean ing “is -
land moun tain gla cier”) in Ice land were re spon si ble for a dust
cloud that a) grounded a lot of planes in Eu rope and b) made a
lot of peo ple re vise their opin ions of Ice land from be ing a large
block of ice in the ocean where not much goes on to be ing an
in ter na tional nuisance. 

If you can avoid swal low ing your own tongue while try ing
to pro nounce it, com pare Eyjafjallajökull to the re peal of the
Fed eral es tate tax. It smol ders along for about a cen tury be fore
do ing some thing sig nif i cant in 2010. It casts a gi ant, dark cloud 
over ev ery thing and throws large por tions of eco nomic ac tiv ity 
into limbo. No one is cer tain what it will do next or when that
will occur. 

In the case of the es tate tax, it is con ceiv able that a mem -

ber of Con gress could pro pose a re vi sion of the tax, die

while the idea is dis cussed, have his es tate re main open for

lon ger than the nor mal fil ing dead line for es tate tax re turns, 

and then have Con gress vote on his idea (post hu mously)

and im pose a ret ro ac tive tax. Al though Con gress may act

very soon on the ret ro ac tive im po si tion of the tax, we are

get ting closer to some of these amaz ing is sues. Some one

who died on Jan u ary 1, 2010, would need to have Form 706

filed within nine months from the date of death (in this ex -

am ple, Sep tem ber 1, 2010) or have Form 4768 filed to ob -

tain an au to matic six-month ex ten sion. But be cause the

es tate tax has been re pealed, there has been no rea son to file 

any re turn or seek an ex ten sion—un less there is a ret ro ac -

tive es tate tax.

Dem o crats ap pear to be fa vor ing the $3.5 mil lion ex emp -

tion from the es tate tax that ex isted in 2009. Re pub li cans may

be an gling to ward a $5 mil lion ex emp tion. An ed u cated guess

would pre dict the $3.5 mil lion ex emp tion be ing in dexed for in -

fla tion. 

Last De cem ber, the House voted to make the 2009 rates

per ma nent. Dur ing Feb ru ary bud get dis cus sions, it ap peared

that Con gress was pre pared to adopt a two-year ex ten sion of

var i ous Bush-era tax cuts and, along with that, a two-year con -

tin u a tion of 2009 es tate tax rules and rates. 

Last year, Sen a tor Max Baucus sup ported a bill that pro -

vided for the re uni fi ca tion of es tate and gift taxes with a $3.5

mil lion ex emp tion for gift tax a tion. Pre sum ably, the re turn to

an es tate tax will also mean the re turn to a stepped-up ba sis for

long-term cap i tal gains on ap pre ci ated as sets held at death.

And there has been some men tion of a state death tax credit. It

ap pears the old gang is get ting back to gether for a re union like

an ’80s band!

When will the es tate tax be re stored? An ex cel lent es tate

plan ning Website, KYEstates.com, is run ning a con test to see

who can pre dict when the es tate tax will re turn. The Steve

Leimberg es tate plan ning news let ter served up an ef fec tive

April Fools Day of fer ing that said Con gress had taken ac -

tion…be fore re veal ing the joke. [Ed i tor’s Note: This ed i tor

bought it hook, line, and sinker.]  

But with the in clu sion of the gift tax-re lated GRAT mea -

sures in the House ver sion of the Jobs bill, there is a push in the

Sen ate to pro vide an es tate tax mea sure in re turn for push ing

the jobs bill through. Stay tuned. 


